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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HALPERN, Judge: Respondent has determ ned additions to tax
arising fromdisallowed partnership |losses relating to a
partnership in which petitioner and her deceased husband invested
in 1983. The additions to tax are for petitioner’s 1983 and 1985

taxabl e (cal endar) years and are as foll ows:



Additions to Tax

Year Sec. 6653(a) (1) Sec. 6653(a)(2)
1983 $220. 10 To be det erm ned?
1985 23.75 To be detern ned?

! Fifty percent of the statutory interest due
on the $4, 402 underpaynent of tax for 1983.

2 Fifty percent of the statutory interest due
on the $475 under paynent of tax for 1985.

Al'l section references are to the Internal Revenue Code in
effect for the years in issue. W nust decide whether negligence
caused any of petitioner’s 1983 and 1985 under paynents in tax,

t hereby rendering petitioner subject to the section 6653(a)(1)
and (2) additions to tax. Petitioner bears the burden of proof.
FI NDI NGS OF FACT

Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference. At the tine she filed the petition, petitioner

resi ded i n Pennsyl vani a.

The | nvest nent

In 1983, petitioner and her husband, U. S. Arny Col onel
Dwayne C. Watson (Col onel Watson; together, the \Watsons),
invested in Contra Costa Jojoba Research Partners (CCIJRP).! The
Wat sons had been investing for 10 years and had at |east $157, 000

invested in mutual funds and various real estate, oil and gas,

! The parties have so stipul ated, although stipul ated
docunents relating to the Watsons’ investnent all refer to Contra
Costa Jojoba Research Limted Partnership. W assune that the
two descriptions are to the sane partnership and will refer to
that partnership as CCIRP, in accordance with the parties
stipulation of the Watsons’ i nvestnent.
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| easing, and cable television ventures. In 1983, Col onel Watson
was teaching at the U S. Arny War College in Carlisle,
Pennsyl vani a, and petitioner had a small business for decorative
pai nting.

Paul E. Vallely (Major General Vallely? was a student of
Col onel Watson’s at the War College. He was al so the general
partner of CCIRP. Major CGeneral Vallely and Col onel \Watson
di scussed CCIRP one day at the Watsons’ hone. After about an
hour reviewi ng docunents, Col onel Watson decided to invest in
CCIRP, and both he and petitioner signed the necessary docunents.
For $5,500 cash and a prom ssory note for $8,250, the Watsons
purchased a 2.857-percent limted partnership interest. In
eval uating the potential risks and rewards of CCIRP, Col one
Wat son relied exclusively on Major General Vallely for advice.
Nei t her Col onel Watson nor petitioner made any i ndependent
i nvestigation of CCIRP. Anong the docunents that petitioners
signed that day were a prom ssory note, an offeree questionnaire,
a subscription agreenent, and a limted guaranty agreenent. The
subscri pti on agreenent represents that the subscriber has
received a copy of a private placenent nenorandum wi th respect to
CCIRP and CCIRP's agreenent of |imted partnership (CCIRP
agreenent). The private placenent nenorandum cl ai ns anong ot her
things that the investnent has “significant first year tax

deducti ons of approximately 232% wi th subsequent year tax

2 Apparently, Paul E. Vallely retired fromthe U S. Arny as
a major general in 1991. See MConnell v. Conmm ssioner, T.C
Meno. 2008-167 n. 7.
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deductions.” The CCIRP agreenent, including attachnments (a
research and devel opnent agreenent and a |icense agreenent),
consi sts of 39 single-spaced pages.

For 1983 and 1985, the Watsons filed joint Federal income
tax returns. H&R Bl ock prepared the Watsons’ 1983 Federal incone
tax return. Steven Cever (M. Cever), a certified public
accountant, prepared the Watsons’ 1985 Federal incone tax return.
Wth respect to CCIJRP, the Watsons gave H&R Bl ock and M. C ever
only the rel evant Schedules K-1, Partner’s Share of I|ncone,
Credits, Deductions, etc. The Watsons cl ained | osses from CCIRP
of $12,500 and $1,290 on their Federal inconme tax returns for
1983 and 1985, respectively.

The Under paynents of Tax

On April 12, 1989, respondent mailed to CCIJRP's tax matters
partner notices of final partnership adm nistrative adjustnent
for CCJRP s 1983, 1984, and 1985 tax years that disall owed
certain |losses clained by CCJRP. On July 13, 1989, in response
to those notices, CCIRP's tax matters partner filed a petition in
this court for review of the adjustnents in a case styled Contra

Costa Joj oba Research Partners, Charles B. Toepfer, Tax Matters

Partner v. Conmi ssioner, docket No. 17323-89 (Contra Costa). On

January 28, 1994, the parties to Contra Costa filed a stipulation

to be bound by the Court’s findings and decisions in Uah Jojoba

| Research v. Conm ssioner, docket No. 7619-90 (Utah Jojoba 1).

W& sustai ned the Comm ssioner’s disall owance of clained | osses in

Utah Jojoba | Research v. Commissioner, T.C. Menp. 1998-6, and
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entered a decision on January 8, 1998, which becane final on
April 9, 1998. On the basis of the stipulation to be bound, and
follow ng protracted efforts to find CCJRP's tax matters partner,

the Court entered decision in Contra Costa on April 11, 2005.

Noti ces of Deficiency and Petition

Respondent issued to petitioner notices of deficiency dated
March 13, 2006, for both 1983 and 1985, which (1) inforned
petitioner that the |osses of $12,500 and $1, 290 that she and her
husband had cl ai med for 1983 and 1985 had been disallowed in

accordance with the agreenent of the parties in Contra Costa and

(2) determned the additions to tax here in issue. |In response
to the notices, petitioner filed the petition.
OPI NI ON
Section 6653(a)

Section 6653(a)(1l) inposes an addition to tax equal to 5
percent of the underpaynent of tax if “any part of any
under paynent * * * is due to negligence or intentional disregard
of rules or regulations”. Section 6653(a)(2) inposes a further
addition to tax equal to 50 percent of the interest due on the
“portion of the underpaynent * * * attributable to * * *
negl i gence or intentional disregard”.

“Negligence is lack of due care or failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances.” Fincher v. Conmi ssioner, 105 T.C 126, 140

(1995); Santa Monica Pictures, L.L.C v. Conmssioner, T.C Meno.

2005-104. In cases involving deductions resulting froma
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t axpayer’s investnents, courts generally |ook both to the
reasonabl eness of the underlying investnent and to the taxpayer’s
position taken on the return in evaluati ng whether the taxpayer

was negligent. E.g., MDonough v. Comm ssioner, T.C Meno. 2007-

101. | n Neonat ol ogy Associates, P.A. v. Comm ssioner, 299 F. 3d

221, 234 (3d Cir. 2002), affg. 115 T.C. 43 (2000), the Court of
Appeal s said: “Wien * * * a taxpayer is presented with what
woul d appear to be a fabul ous opportunity to avoid tax
obligations, he should recogni ze that he proceeds at his own
peril.” That is, a taxpayer nust make a “proper investigation or
exercise due diligence to verify the * * * tax legitimcy” of
such an investnment. |1d. at 233.

1. Arqunents of the Parties

Petitioner argues that the negligence additions are
i nappropri ate because she and her husband were noderate-incone
i nvestors who invested to nmake a profit rather than to obtain tax
benefits and who relied in good faith on investnent advisers and
tax professionals.

Respondent counters that the negligence additions are
appropri ate because petitioner and her husband were experienced
i nvestors who had a duty to investigate CCIRP because of the
obvi ously suspect tax benefits. Moreover, the Watsons consulted
only with the pronmoter of CCIRP before making the investnent and
provided insufficient facts to their return preparers to claim

reliance on their tax experti se.



[, Di scussi on

This is one of a series of cases involving additions to tax
for negligence associated with investnents in CCJRP. E. g.

Heller v. Commi ssioner, T.C Meno. 2008-232; MConnell v.

Conmi ssioner, T.C. Menp. 2008-167; Ghose v. Conmmi ssioner, T.C

Meno. 2008-80. In Heller, we said the foll ow ng about CCIRP:

CCIRP' s underlying activity |lacked legitimcy, as
we decided in Uah Jojoba I. See Uah Jojoba I
Research v. Comm ssioner, supra (“[We hold that Utah I
was not actively involved in a trade or business and
al so lacked a realistic prospect of entering a trade or
busi ness.”); see also Welch v. Conm ssioner, T.C Meno.
2002-39. Because CCIRP and the jojoba partnership at
issue in Uah Jojoba | are essentially identical, we
need not rehash in detail the |license agreenent and the
research and devel opnent (R & D) agreenent entered into
between CCIRP and U.S. Agri Research & Devel opnent Corp
(the sane entity wth which the partnership at issue in
Utah Jojoba | entered into a |license agreenent and an R
& D agreenent). Suffice it to say that “the R & D
agreenent was designed and entered into solely to
provi de a nechanismto disguise the capital
contributions of the limted partners as currently
deducti bl e expenditures and thus reduce the cost of
their participation in the farmng venture.” Utah
Jojoba | Research v. Conm ssioner, supra. As the Court
has stated in a nunber of other cases involving nearly
i dentical jojoba partnerships:

First, the principal flawin the
structure of Blythe Il [another jojoba R & D
partnership subject to a stipulation to be
bound by the outcone in Uah Jojoba I] was
evident fromthe face of the very docunents
included in the offering. A reading of the R
& D agreenment and |icensing agreenent, both
of which were included as part of the
offering, plainly shows that the |icensing
agreenent cancel ed or rendered ineffective
the R & D agreenent because of the concurrent
execution of the two docunents. Thus, the
partnershi p was never engaged, either
directly or indirectly, in the conduct of any
research or experinentation. Rather, the
partnership was nerely a passive investor
seeking royalty returns pursuant to the
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I icensing agreenent. Any experienced
attorney capabl e of readi ng and under st andi ng
t he subj ect docunments shoul d have under st ood
the legal ramfications of the |icensing
agreenent canceling out the R & D agreenent.
However, petitioners never consulted an
attorney in connection with this investnent,
nor does it appear that they carefully
scrutinized the offering thensel ves.

Christensen v. Conmi ssioner, T.C. Meno. 2001-185; see
Fi nazzo v. Conmi ssioner, T.C Mno. 2002-56; Serfustini
v. Comm ssioner, T.C. Meno. 2001-183; Carmena V.

Commi ssioner, T.C. Meno. 2001-177; Nilsen v.

Commi ssioner, T.C. Meno. 2001-163.

The foregoing analysis |eads to the conclusion that an
investnment in CCIJRP was not a reasonable investnent from an
i ncome tax perspective. Petitioner argues, however, that she and
her husband did not invest in CCIRP for inconme tax benefits. She
testified that Col onel Watson never nentioned to her any tax
breaks associated with the investnent, and she argues: “Here the
record clearly establishes that * * * Petitioner and Col onel
Wat son entered * * * [into CCIJRP] for the purposes of making
nmoney, rather than to * * * [obtain] tax breaks.” Even were we
to accept that no purpose of the Watsons’ in investing in CCIRP
was to obtain tax breaks (which we do not), the tax benefits
associated wth an investnent in CCIRP were prom nently announced
in the private placenent nenorandum that we assume Col onel Wt son
received from Maj or CGeneral Vallely. The private placenent
menor andum represents that an investnent in CCIRP yields first-
year tax deductions of approximtely 232 percent and subsequent
tax year deductions. Even if Colonel Watson were indifferent to

the approximately 2% to-1 tax witeoff that he would claimfor
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1983, and the deductions he would claimfor subsequent years, he
was on notice that a generous tax benefit acconpanied an
investnment in CCIJRP. The WAatsons were sufficiently experienced
investors that the generous tax benefits acconpanyi ng an

i nvestnment in CCIRP should have raised a red flag. See CGhose v.

Comm ssi oner, supra (“The deduction of such a large loss in
proportion to petitioners’ investnent clained so close to when
that investnent was nade should have raised a red flag to
petitioners regarding the propriety of deductions for |osses

related to their investnent in CCIRP.”); Christensen v.

Comm ssioner, T.C Meno. 2001-185 (rejecting argunent that

i nvestnment notivated “solely by the potential to earn a profit”

i mmuni zed taxpayers fromobligation to understand tax
consequences of investnent). A reasonable and ordinarily prudent
person woul d have seen that red flag and woul d have nade a proper
i nvestigation or would have exercised due diligence to verify the

tax legitimacy of the advertised tax benefits. See Neonatol ogy

Associates, P.A. v. Conm ssioner, supra. Petitioner apparently

agrees that that was the proper course of action because she
clainms that she and her husband relied on investnent advisers and
tax professionals.

Reasonabl e reliance on professional advice may serve as a

defense to additions to tax for negligence. See United States v.

Boyle, 469 U S. 241, 251 (1985). In evaluating the potenti al
ri sks and rewards of CCIJRP, Col onel Watson relied exclusively on

Maj or General Vallely for advice. Nevertheless, petitioner has
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failed to show that Maj or General Vallely had any denonstrated
tax expertise. Moreover, she testified that Major GCeneral
Vallely was the man “selling” the investnent in CCJRP to her and
Col onel WAtson. A reasonable and ordinarily prudent person would
not rely exclusively on the pronoter of such an obviously tax-

ri sky and conpl ex investnment. See LaVerne v. Conm ssioner, 94

T.C. 637, 652 (1990) (“The failure of petitioners to | ook beyond
the pronotional materials supplied by the sal espeople or to
consult independent advisers on so conplex a matter as the
proposed investnents in The Barbados partnerships is unreasonable
and is not in keeping wwth the standard of the ordinarily prudent
person.”), affd. w thout published opinion 956 F.2d 274 (9th Cr
1992), affd. w thout published opinion sub nom Cow es v.

Comm ssioner, 949 F.2d 401 (10th Cr. 1991); MConnell v.

Comm ssioner, T.C Meno. 2008-167 (rejecting reliance on Myjor

Ceneral Vallely' s advice as a defense to negligence additions
relating to an investnent in CCJRP). The Watsons’ apparent blind
faith in Major CGeneral Vallely constitutes a failure to exercise
due care before investing in CCIRP.

Finally, petitioner argues that she and Col onel \Watson
relied on professional tax return preparers to prepare their 1983
and 1985 returns. The fact that professional tax return
preparers prepared those returns is insufficient to shield them
fromliability for the negligence additions in question. 1In al

i kel i hood, the Watsons’ tax return preparers nerely transferred



- 11 -
the | osses fromthe Schedul es K-1 provided by CCIRP onto the
Wat sons’ returns. There is no evidence that suggests otherw se.
Petitioner has failed in her defense to the section

6653(a) (1) and (2) additions to tax determ ned by respondent.

| V. Concl usi on

On the prem ses stated,

Deci sion will be entered

for respondent.




